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compensation received, and length of
service. Ordinarily the purchase of
something other than group-term life
insurance is not a factor related to em-
ployment. For example, if an employer
provides credit life insurance to all em-
ployees who purchase automobiles,
these employees are not a ‘“‘group of
employees’ because membership is not
determined solely on the basis of age,
marital status, or factors related to
employment. On the other hand, par-
ticipation in an employer’s pension,
profit-sharing or accident and health
plan is considered a factor related to
employment even if employees are re-
quired to contribute to the cost of the
plan. Ownership of stock in the em-
ployer corporation is not a factor re-
lated to employment. However, partici-
pation in an employer’s stock bonus
plan may be a factor related to employ-
ment and a ‘‘group of employees’ may
include employees who own stock in
the employer corporation.

Permanent benefit. A “‘permanent ben-
efit” is an economic value extending
beyond one policy year (for example, a
paid-up or cash surrender value) that is
provided under a life insurance policy.
However, the following features are not
permanent benefits:

(a) A right to convert (or continue)
life insurance after group life insur-
ance coverage terminates;

(b) Any other feature that provides
no economic benefit (other than cur-
rent insurance protection) to the em-
ployee; or

(c) A feature under which term life
insurance is provided at a level pre-
mium for a period of five years or less.

Policy. The term ‘“‘policy” includes
two or more obligations of an insurer
(or its affiliates) that are sold in con-
junction. Obligations that are offered
or available to members of a group of
employees are sold in conjunction if
they are offered or available because of
the employment relationship. The ac-
tuarial sufficiency of the premium
charged for each obligation is not
taken into account in determining
whether the obligations are sold in
conjunction. In addition, obligations
may be sold in conjunction even if the
obligations are contained in separate
documents, each document is filed with
and approved by the applicable state
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insurance commission, or each obliga-
tion is independent of any other obliga-
tion. Thus, a group of individual con-
tracts under which life insurance is
provided to a group of employees may
be a policy. Similarly, two benefits
provided to a group of employees, one
term life insurance and the other a per-
manent benefit, may be a policy, even
if one of the benefits is provided only
to employees who decline the other
benefit. However, an employer may
elect to treat two or more obligations
each of which provides no permanent
benefits as separate policies if the pre-
miums are properly allocated among
such policies. An employer also may
elect to treat an obligation which pro-
vides permanent benefits as a separate
policy if—

(@) The insurer sells the obligation
directly to the employee who pays the
full cost thereof;

(b) The participation of the employer
with respect to sales of the obligation
to employees is limited to selection of
the insurer and the type of coverage
and to sales assistance activities such
as providing employee lists to the in-
surer, permitting the insurer to use the
employer’s premises for solicitation,
and collecting premiums through pay-
roll deduction;

(c) The insurer sells the obligation on
the same terms and in substantial
amounts to individuals who do not pur-
chase (and whose employers do not pur-
chase) any other obligation from the
insurer; and

(d) No employer-provided benefit is
conditioned on purchase of the obliga-
tion.

[T.D. 7623, 44 FR 28797, May 17, 1979, as
amended by T.D. 7917, 48 FR 45762, Oct. 7,
1983]

§1.79-1 Group-term life insurance—
general rules.

(a) What is group-term life insurance?
Life insurance is not group-term life
insurance for purposes of section 79 un-
less it meets the following conditions:

(1) It provides a general death benefit
that is excludable from gross income
under section 101(a).

(2) It is provided to a group of em-
ployees.
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(3) It is provided under a policy car-
ried directly or indirectly by the em-
ployer.

(4) The amount of insurance provided
to each employee is computed under a
formula that precludes individual se-
lection. This formula must be based on
factors such as age, years of service,
compensation, or position. This condi-
tion may be satisfied even if the
amount of insurance provided is deter-
mined under a limited number of alter-
native schedules that are based on the
amount each employee elects to con-
tribute. However, the amount of insur-
ance provided under each schedule
must be computed under a formula
that precludes individual selection.

(b) May group-term life insurance be
combined with other benefits? No part of
the life insurance provided under a pol-
icy that provides a permanent benefit
is group-term life insurance unless—

(1) The policy or the employer des-
ignates in writing the part of the death
benefit provided to each employee that
is group-term life insurance; and

(2) The part of the death benefit that
is provided to an employee and des-
ignated as the group-term life insur-
ance benefit for any policy year is not
less than the difference between the
total death benefit provided under the
policy and the employee’s deemed
death benefit (DDB) at the end of the
policy year determined under para-
graph (d)(3) of this section.

(c) May a group include fewer than 10
employees? (1) As a general rule, life in-
surance provided to a group of employ-
ees cannot qualify as group-term life
insurance for purposes of section 79 un-
less, at some time during the calendar
year, it is provided to at least 10 full-
time employees who are members of
the group of employees. For purposes
of this rule, all life insurance provided
under policies carried directly or indi-
rectly by the employer is taken into
account in determining the number of
employees to whom life insurance is
provided.

(2) The general rule of paragraph
(c)(1) of this section does not apply if
the following conditions are met:

(i) The insurance is provided to all
full-time employees of the employer or,
if evidence of insurability affects eligi-
bility, to all full-time employees who

26 CFR Ch. | (4-1-04 Edition)

provide evidence of insurability satis-
factory to the insurer.

(ii) The amount of insurance provided
is computed either as a uniform per-
centage of compensation or on the
basis of coverage brackets established
by the insurer. However, the amount
computed under either method may be
reduced in the case of employees who
do not provide evidence of insurability
satisfactory to the insurer. In general,
no bracket may exceed 2%; times the
next lower bracket and the lowest
bracket must be at least 10 percent of
the highest bracket. However, the in-
surer may establish a separate sched-
ule of coverage brackets for employees
who are over age 65, but no bracket in
the over-65 schedule may exceed 2%
times the next lower bracket and the
lowest bracket in the over-65 schedule
must be at least 10 percent of the high-
est bracket in the basic schedule.

(iii) Evidence of insurability affect-
ing employee’s eligibility for insurance
or the amount of insurance provided to
that employee is limited to a medical
questionnaire completed by the em-
ployee that does not require a physical
examination.

(3) The general rule of paragraph
(c)(1) of this section does not apply if
the following conditions are met:

(i) The insurance is provided under a
common plan to the employees of two
or more unrelated employers.

(ii) The insurance is restricted to,
but mandatory for, all employees of
the employer who belong to or are rep-
resented by an organization (such as a
union) that carries on substantial ac-
tivities in addition to obtaining insur-
ance.

(iii) Evidence of insurability does not
affect an employee’s eligibility for in-
surance or the amount of insurance
provided to that employee.

(4) For purposes of paragraph (c) (2)
and (3) of this section, employees are
not taken into account if they are de-
nied insurance for the following rea-
sons:

(i) They are not eligible for insurance
under the terms of the policy because
they have not been employed for a
waiting period, specified in the policy,
which does not exceed six months.
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(ii) They are part-time employees.
Employees whose customary employ-
ment is for not more than 20 hours in
any week, or 5 months in any calendar
year, are presumed to be part-time em-
ployees.

(iii) They have reached the age of 65.

(5) For purposes of paragraph (c) (1)
and (2) of this section, insurance is con-
sidered to be provided to an employee
who elects not to receive insurance un-
less, in order to receive the insurance,
the employee is required to contribute
to the cost of benefits other than term
life insurance. Thus, if an employee
could receive term life insurance by
contributing to its cost, the employee
is taken into account in determining
whether the insurance is provided to 10
or more employees even if such em-
ployee elects not to receive the insur-
ance. However, an employee who must
contribute to the cost of permanent
benefits to obtain term life insurance
is not taken into account in deter-
mining whether the term life insurance
is provided to 10 or more employees un-
less the term life insurance is actually
provided to such employee.

(d) How much must an employee receiv-
ing permanent benefits include in in-
come?—(1) In general. If an insurance
policy that meets the requirements of
this section provides permanent bene-
fits to an employee, the cost of the per-
manent benefits reduced by the
amount paid for permanent benefits by
the employee is included in the em-
ployee’s income. The cost of the per-
manent benefits is determined under
the formula in paragraph (d)(2) of this
section.

(2) Formula for determining cost of the
permanent benefits. In each policy year
the cost of the permanent benefits for
any particular employee must be no
less than:

X(DDB,—DDB))

where

DDB: is the employee’s deemed death benefit
at the end of the policy year:

DDB, is the employee’s deemed death benefit
at the end of the preceding policy year; and

X is the net single premium for insurance
(the premium for one dollar of paid-up
whole-life insurance) at the employee’s at-
tained age at the beginning of the policy
year.
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(3) Formula for determining deemed
death benefit. The deemed death benefit
(DDB) at the end of any policy year for
any particular employee is equal to:

RIY

where

R is the net level premium reserved at the
end of that policy year for all benefits pro-
vided to the employee by the policy or, if
greater, the cash value of the policy at the
end of that policy year; and

Y is the net single premium for insurance
(the premium for one dollar of paid-up
whole life insurance) at the employee’s age
at the end of that policy year.

(4) Mortality tables and interest rates
used. For purposes of paragraph (d) (2)
and (3) of this section, the net level
premium reserve (R) and the net single
premium (X or Y) shall be based on the
1958 CSO Mortality Table and 4 percent
interest.

(5) Dividends. If an insurance policy
that meets the requirements of this
section provides permanent benefits,
part or all of the dividends under the
policy may be includible in the em-
ployee’s income. If the employee pays
nothing for the permanent benefits, all
dividends under the policy that are ac-
tually or constructively received by
the employee are includible in the em-
ployee’s income. In all other cases, the
amount of dividends included in the
employee’s income is equal to

(D+C) — (P1+DI+AP)
where

D is the total amount of dividends actually
or constructively received under the policy
by the employee in the current and all pre-
ceding taxable years of the employee;

C is the total cost of the permanent benefits
for the current and all preceding taxable
years of the employee determined under
the formulas in paragraph (d) (2) and (6) of
this section:

Pl is the total amount of premium included
in the employee’s income under paragraph
(d)(1) of this section for the current and all
preceding taxable years of the employee;

Dl is the total amount of dividends included
in the employee’s income under this para-
graph (d)(5) in all preceding taxable years
of the employee; and

AP is the total amount paid for permanent
benefits by the employee in the current
and all preceding taxable years of the em-
ployee.
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(6) Different policy and taxable years.
(i) If a policy year begins in one em-
ployee taxable year and ends in an-
other employee taxable year, the cost
of the permanent benefits, determined
under the formula in paragraph (d)(2)
of this section, is allocated between the
employee taxable years.

(if) The cost of permanent benefits
for a policy year is allocated first to
the employee taxable year in which the
policy year begins. The cost of perma-
nent benefits allocated to that policy
year is equal to:

FxC

where

F is the fraction of the premium for that pol-
icy year that is paid on or before the last
day of the employee taxable year; and

C is the cost of permanent benefits for the
policy year determined under the formula
in paragraph (d)(2) of this section.

(iii) Any part of the cost of perma-
nent benefits that is not allocated to
the employee taxable year in which the
policy year begins is allocated to the
subsequent employee taxable year.

(iv) The cost of permanent benefits
for an employee taxable year is the
sum of the costs of permanent benefits
allocated to that year under paragraph
(d)(6) (ii) and (iii) of this section.

(7) Example. The provisions of this
paragraph may be illustrated by the
following example:

Example. An employer provides insurance
to employee A under a policy that meets the
requirements of this section. Under the pol-
icy, A, who is 47 years old, received $70,000 of
group-term life insurance and elects to re-
ceive a permanent benefit under the policy.
A pays $2 for each $1,000 of group-term life
insurance through payroll deductions and
the employer pays the remainder of the pre-
mium for the group-term life insurance. The
employer also pays one half of the premium
specified in the policy for the permanent
benefit. A pays the other half of the pre-
mium for the permanent benefit through
payroll deductions. The policy specifies that
the annual premium paid for the permanent
benefit is $300. However, the amount of pre-
mium allocated to the permanent benefit by
the formula in paragraph (d)(2) of this sec-
tion is $350. A is a calendar year taxpayer;
the policy year begins January 1. In year
2000, $200 is includible in A’s income because
of insurance provided by the employer. This
amount is computed as follows:

(1) Cost of permanent benefits ............ccccoveerrennns

26 CFR Ch. | (4-1-04 Edition)

(2) Amounts considered paid by A for permanent
benefits (/2 x $300)
(3) Line (1) minus line (2) ...
(4) Cost of $70,000 of group-term life insurance
under Table | of §1.79-3 ... 126
(5) Cost of $50,000 of group-term life insurance

under Table | of §1.79-3 ... 90
(6) Cost of group-term insurance

$50,000 (line (4) MiNuS iNE(5)) ...ovvveeeecereecerenns 36
(7) Amount considered paid by A for group-term

life insurance (70 X $2) .......ccovvirrreiicieiinianns 140
(8) Line (6) minus line (7) (but not less than 0) ...... 0
(9) Amount includible in income (line (3) plus line

(8)) ... . 200

(e) What is the effect of State law lim-
its? Section 79 does not apply to life in-
surance in excess of the limits under
applicable state law on the amount of
life insurance that can be provided to
an employee under a single contract of
group-term life insurance.

(f) Cross references. (1) See section
79(b) and 8§1.79-2 for rules relating to
group-term life insurance provided to
certain retired individuals.

(2) See section 61(a) and the regula-
tions thereunder for rules relating to
life insurance not meeting the require-
ments of section 79, this section, or
§1.79-2, such as insurance provided on
the life of a non-employee (for exam-
ple, an employee’s spouse), insurance
not provided as compensation for per-
sonal services performed as an em-
ployee, insurance not provided under a
policy carried directly or indirectly by
the employer, or permanent benefits.

(3) See sections 106 and §1.106-1 for
rules relating to certain insurance that
does not provide general death bene-
fits, such as travel insurance or acci-
dent and health insurance (including
amounts payable under a double in-
demnity clause or rider).

(g) [Reserved]

(h) Effective date. Section 1.79-0 ap-
plies to insurance provided in employee
taxable years beginning on or after
January 1, 1977 (except as provided in
26 CFR 1.79-1(g) (revised as of April 1,
1983) with respect to insurance pro-
vided in employee taxable years begin-
ning in 1977). Sections 1.79-1 through
1.79-3 apply to insurance provided in
employee taxable years beginning after
December 31, 1982. See 26 CFR 1.79-1
through 1.79-3 (revised as of April 1,
1983) for rules applicable to insurance
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provided in employee taxable years be-
ginning before January 1, 1983.

(Secs. 79(c) and 7805 of the Internal Revenue
Code of 1954 (78 Stat. 36, 26 U.S.C. 79(c); 68A
Stat. 917, 26 U.S.C. 7805))

[T.D. 7623, 44 FR 28797, May 17, 1979, as
amended by T.D. 7917, 48 FR 45762, Oct. 7,
1983; T.D. 7924, 48 FR 54595, Dec. 6, 1983; T.D.
8821, 64 FR 29790, June 3, 1999]

§1.79-2 Exceptions to the rule of inclu-
sion.

(@) In general. (1) Section 79(b) pro-
vides exceptions for the cost of group-
term life insurance provided under cer-
tain policies otherwise described in
section 79(a). The policy or policies of
group-term life insurance which are de-
scribed in section 79(a) but which qual-
ify for one of the exceptions set forth
in section 79(b) are described in para-
graphs (b) through (d) of this section.
Paragraph (b) of this section discusses
the exception provided in section 79(b)
(1); paragraph (c) of this section dis-
cusses the exception provided in sec-
tion 79(b)(2); and paragraph (d) of this
section discusses the exception pro-
vided in section 79(b)(3).

(2)(i) If a policy of group-term life in-
surance qualifies for an exception pro-
vided by section 79(b), then the amount
equal to the cost of such insurance is
excluded from the application of the
provisions of section 79(a).

(ii) If a policy, or portion of a policy
of group-term life insurance qualifies
for an exception provided by section
79(b), the amount (if any) paid by the
employee toward the purchase of such
insurance is not to be taken into ac-
count as an amount referred to in sec-
tion 79 (a)(2). In the case of a policy or
policies of group-term life insurance
which qualify for an exception provided
by section 79(b) (1) or (3), the amount
paid by the employee which is not to be
taken into account as an amount re-
ferred to in section 79(a) (2) is the
amount paid by the employee for the
particular policy or policies of group-
term life insurance which qualify for
an exception provided under such sec-
tion. If the exception provided in sec-
tion 79(b)(2) is applicable only to a por-
tion of the group-term life insurance
on the employee’s life, the amount con-
sidered to be paid by the employee to-
ward the purchase of such portion is
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the amount equal to the excess of the
cost of such portion of the insurance
over the amount otherwise includible
in the employee’s gross income with re-
spect to the group-term life insurance
on his life carried directly or indirectly
by such employer.

(iii) The rules of this subparagraph
may be illustrated by the following ex-
ample:

Example. A is an employee of X Corpora-
tion and is also an employee of Y Corpora-
tion, a subsidiary of X Corporation. A is pro-
vided, under a separate plan arranged by
each of his employers, group-term life insur-
ance on his life. During his taxable year,
under the group-term life insurance plan of
X Corporation, A is provided $60,000 of group-
term life insurance on his life, and A pays
$360.00 toward the purchase of such insur-
ance. Under the group-term life insurance
plan of Y Corporation, A is provided $65,000
of group-term life insurance on his life, but
does not pay any part of the cost of such in-
surance. At the beginning of his taxable
year, A terminates his employment with the
X Corporation after he has reached the re-
tirement age with respect to such employer,
and the policy carried by the X Corporation
qualifies for the exception provided by sec-
tion 79(b)(1). For that taxable year, the cost
of the group-term life insurance on A’s life
which is provided under the plan of X Cor-
poration is not taken into account in deter-
mining the amount includible in A’s gross
income under section 79(a), and A may not
take into account as an amount described in
section 79(a)(2) the $360.00 he pays toward the
purchase of such insurance.

(b) Retired and disabled employees—(1)
In general. Section 79(b)(1) provides an
exception for the cost of group-term
life insurance on the life of an indi-
vidual which is provided under a policy
or policies otherwise described in sec-
tion 79(a) if the individual has termi-
nated his employment (as defined in
subparagraph (2) of this paragraph)
with such employer and either has
reached the retirement age with re-
spect to such employer (as defined in
subparagraph (3) of this paragraph), or
has become disabled (as defined in sub-
paragraph (4)(i) of this paragraph). If
an individual who has terminated his
employment attains retirement age or
has become disabled during his taxable
year, or if an employee who has at-
tained retirement age or has become
disabled terminates his employment
during the taxable year, the exception
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